. 1

HayGroup®

EXHIBIT .

Hay Greup, Inc.

Suite 1200

- 2405 Grand on Crown Center Square

Kansas City, MO 54108-2524
USA

. July 30, 2001 ) -

Confidcntial

Mr. Joseph Haskins _
Chairman, Executive Compensation Committee
CareFirst, Inc. ,

10455 Mill Run Circle

Owings Mills, MD 21117-5559

Dear Joe:

~ As you requested at your Committee meeting on March 23, 2001, we have updated

competitive pay levels for Trigon HealthCare Inc, and WellPoint Health Networks Inc. to
reflect March, 2001, proxy information. We have also analyzed recent retention bonuses
provided by other health services/health insurance organizations going through a merger.
‘The enclosed exhibits reflect the results of our analyses and recommendations for

Commiittec action.

One of the major assets of CarcFirst is its. executive management team. It helps the
organizalion be successful, and it has valuc in a merger. Therefore, it is essential for the
key members of that team to stay with the organization until the merger takes place.
Retention bonuses are common tools to ensure the retention of those executives.

Exhibit I

This is an update of compcﬁsation ;;)aid to the top five positions at Trigon. The tal?le
reflects 2000 pay levels for five positions, as opposed to only the CEQ. The main point
to make relates to the use of incentives. Both short-term and long-term incentives are

much higher (as a % of base salary) than for CareFirst.

Exhibit IT

This is the same type of information presented in Exhibit ], except it is for WellPoint. In
general, the short- and long-term incentives (as a % of basc salary) are higher than those

of Trigon.

Exhibit ITT OCC 008724
Thisis a very important table that reflects performance-based retention incenti.vcs paid to
five executives at Cerulean Companies, Inc. (formerly BCBS of Georgia, which merged
with WellPoint). #ith last-minute bidding by several partics, the merger consideration
rose to $700 million. As a result, the awards paid to these officers rose as well. You will
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note that the % of CEO Award remained the same as we saw last time, but the dollar
figures are much higher.

Exhibit IV

This shows the current Change of Control Provisions, under executive employment
contracts, in place at CareFirst. This policy is in the best interests of the stakeholders,
contractholders, and key executives to ensure critical contributors and leaders are kept in
place and productive. This helps keep strategy and performance on track, and it supports
the maximization of CareFirst’s investment value. We next analyze how similar
organizations have tied executive compensation to increased value in other mergers.

Exhibit V

This compilation was as;cmbled by Piper Marbury Rudnick Wolfe LLP. The table
reflects actual transactions for 13 health services/health insurance organizations during
the last several years. The merger consideration (size of transaction) ranges between
$243 million and $2.2 billien. The actual equity-based compensation is listed for the
CEQ and for the full executive team (including the CEO). You will note that the CEO at
Cerulean received $6,608,820 just as we saw in Exhibit 111

The median equity-based compensation for the CEQ, as a % of the merger consideratio
in the survey is 0.88%. The median for the executive team (including the CEO) is 2.38%.
Using a discount factor of 20% because CareFirst is a private company, we arrive at

0.70% and 1.90%.

Appendix A contains three additional exhibits prepared by Frederic W. Cook & Co., Inc.

This firm was retained by Piper Marbury Rudnick Wolfe LLP to provide additional data

and alternative approaches to valuing the CEO award in a sale transaction. . This firm
used three different approaches, assuming a $1.0 billion transaction for CareFirst, Inc.:

I Direct translation of the Cerulean transaction:
¢ The performance plan payment represented 0.94% of the transaction procceds.

« $1.0 billion x 0.94% less $1.3 million (amount received under CarcFirst’s long-
term plan over the last three years) equals $8.1 million. '

. Comparison to other CEO transaction-related bonuses:

e« Among companies outside the healthcare industry, thesc bonuscs arc 4C0% 1o
'500% of base salary.

. ;I'hey first calculated $4.0 million of award value.

HayGroup 125
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s They believe that the executives also received increascd value in their outstanding
stock options as a result of any takcover premium, special bonuses, and possible
consulting contracts — if lerminated.

o These additional items potcntiahy add, on a conservative basis, an additional 50%

of the total.
N ‘

o The final value is $6.0 million.

TIL. Comparison to stock option gains of CEOs in similarly-sized, publicly-hcld peer
companies: ‘ '
e The medi_an total compensation for the mast recent 5-year period is $19.7 million.

e Because CarcFirst is a private company, this value was discounted by 20% to
$15.7 million. .

e Mr. Jews' total compensation for this same period totaled $7.3 million.

« The difference between the two figures is $8.4 million. This is one way (0
measure the reasonableness of a sale incentive.

The average of the three approaches ($8.1 million, $6.0 million, and $8.4 million) is $7.5
million. . .

Exhibit VI

This table shows what the equity-based compensation levels would be for the CEO and
‘the executive team at CareFirst under three scenarios. Assumed merger considerations of
$800 million, $1.0' billion, and $1.2 billion are shown. Using the adjusted median

percentages from Exhibit V, we calculate the equity-based compensation levels for the
CEO and the entire executive team. The adjusted median figures are also close to but

below the Cerulean percenlagcsl Again, the Cerulean transaction is the most similar to

the anticipated CareFirst merger.

Exhibit VII

This table shows what the equity-based compensation levels would be for the Executive
Vice Presidents. This table assumes that the merger consideration is $1.0 billion and that
the CEO Award is $7,000,000. This means that, at thc maximum level, some
$12,000,000 would be distributed among the members of this group. 1 have used the %
of CEO Awards adopted by Cerulean as a guide and modified those percentages, as I
understand potential impact of each position in the merger. '

The minimum colng:ﬁi reflects a multiple of base salary as we have discusscd previously.
Obviously, Bill Jcws nceds to be comfortable with my proposed % of CEQ {\WBl’d for
each executive. Likewise, he may choosc to position somconc between the minimum and

OCC 008726
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the maximum based on his perception of overall contribution. However, this should be
finalized as soon as possible, so all parties know where they stand going into the merger.

Recommendations

Adopt the percentages of merger consideration shown in Exhidir VI. They produce
highly competitive awards and encourage the execulive team to maximize the merger
consideration. The final decision is not totally driven by the merger consideration, as less
quantifiable social issues are also very important. But to be competitive, as we see in the
Cerulean transaction, the awards should be consistent with Exhibit V7.

Based on the 2000 Executive Compensation Advisory Services (ECAS) Sur-ey of -
Merger and Acquisition Retention Awards, the following retention .bonuses ar-

recommended:

Position Retention Bonus
{ CEO . Variable
EVPs ' Variable
SVPs 1.5 x Base Salary
Selected VPs : 1.0 x Base Salary
Others Selected 0.5 x Basc Salary

These bonuses arc intended to retain the executives for the 18-24 months invol.ec in .
typical merger. Payment is made either at the time of closing or when the merger i
cancelled. The bonuses approximate the Median (50" Percentile) of the ECAS Survey
for retention awards. This survey has 130 organizations in it, and all have gone through a
recent merger. They are mostly for-profit companies in a variety of indu’s.mcs -
including health care. CareFirst is generally in the middle of the survey group, in tenns
of revenue. Further details conceming this survey are shown in Exhibit VIII.

If we assume a merger consideration of $1.0 billion and maximum payouts, we have the
following awards for all key executives:

Nﬁmber Title Award

1 - CEO $7,000,000

6 "EVP $12,000,000

8 Sve $2,895,000
23 VP £3,877,000
+36 Director $1,657,000
574 ' $27,469,000

HayGroup OCC 008727
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The awards for the CEOQ and the EVPs vary with the merger consideration. The others
are based on multiple of base salary and not subject to change. The total amount
represents -2.7469% of the merger consideration. Cerulean awarded $30,027,030
(4.2896% of the merger consideration) to its key executives. In addition, Cerulean
awarded another $17,862,970 to other employees. In total, Cerulean awarded
$47,890,000 (6.8414% of the merger consideration) in merger retention bonuses.

1 believe Sharon Vecchioni will be arranging a conference call so we can discuss this
matter further. In the meantime, please let me know if you have any questions.

Sincerely,
Qe Gz

Donald G. Bames
Vice President

¢c: Sharon Vecchioni
EVP & Chief of Staff

Enclosures

DGB:jmjmocamizooc
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